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" Deparumental suaff expenses are croportionaiiy aaded 1o bull lines basec von
direct ang aljocated expenses.

¢ [ndirect expenses (pnmanly admuniswauve services, Corporate services.
headquarters occupancy. acsounung operatons. and cost of capiwal) are allocated o
wark profiles/bill lines as discussed previously.

Conduit billing-occurs when AS] procures and pays for material and/or services o behalf of an
affiliated Amentech company, such as [BT. If the total project cost 1s $10.000 or greater (for all
companies) or an individual company's cost is $5.000 or greater. 2 Project Summary and
Funding Authonzauon (PSFA) form (and project code) is required:1'¢ Those projects not
meeung the $5.000/510,000 limit do not require written approval or 2 project code: however, the
ASI project manager subssquently must receive concurrence for the billing and accounting
information from the participating companies.?'* A PSFA form is also required if projects do
not fall into one of the following categories:

®  Shared costs for a special project paid for by ASL but oot applicable to its budge:
®* Training classes arranged and paid for by AS], for represestatives of Ameritech
i :
¢  Common conferencs expensss paid for by AS] where costs are prorated to antendees,
and all or part of the costs are billed beck to affiliates -
¢ Other miscailansous expsnses paid for by ASI and applicable 10 cee or more -

Conduit billing is to bs used for cas-tims or short-term projects galy, oot for cagoing projects
‘that lap into a second year). There are two types of conduit billing — 0 AOCs and to non-

" affiliates — from AST's parspective.** i condmit billing to AOCs, 2 Billing
.Jinornzation form (APS0-0028) accompeaniss a Voucher for [sveices Not Covered by Purchase
Orders form (AP60-002). Ths AS! empioyes respousible for procuring the equipment, matenal,
and/or services is also responsible for cbmining the required AOC accounting information
(company to be billed, ameunt %o be billed. description of charges. accounting codes, etc.) in
advance from the AOC perseans] authorizing the charges. When all expenses are to be billed o
two or more AOCs oaly, and prier agresment for the allocation of thoss costs has not beea
determined. the allocation of coms to each AOC generaily defauits to weighted Ameritech
allocation factors. Ia charging s0a-AOC affilimes. however, accounting information is not
required.M?

Procurement (warshouse) billing (for stock and/or non-stock materials) occurs weekly via a
separate Warehduse system. )

Bellcore billing is similar to coaduit billing in that it is also 2 flow-through billing process.
Starung in 1992, accounting classifications for affiliated transactions from Bellcoce to ASI for
AOCs were modified, as shown in Eghibiz /V-9. The AOC-related transactions are now
included in AST's budget and recorded in both expense and reveaue accounts. Ouly 2 small
portion of total Bellcore affiliate transactions (for training of ASI empioyess) was inciuded 1n
ASTs general ledger as expense items (Account 6310-3100).318
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Exhibit [V.9
ASI Accounting for Belicore Transactions

Tvpe Account Description
Ezpense 7810-1000 AQC-reissd Tansacuions
7810-2000 AOC-reistad Tansacuons (Belicore technical suning oniy)
Revenue $410-1100 Olinons ’
5410-1200 Indians
5410-1300 Micihigan
5410-1400 Ohio
5410-1500 Wisconma

During 1991, however, affiliae ransactions from Bellcore (BCR) to AS] regarding AOCs' work
were passed directly through AST's billing process and recorded oaly in AST's balance sheet
(Account 1220-1000). As in 1992, thoss transactions for training of ASI empioyees were also
recorded as expense items (Acooust 6310-3100). Refer to Chapeer V - Belicore for a detailed
discussion of Belicore's affiliass transactions and associated billing. The ASI afftiiate billing -
process is illustorated in Exhibit JV-10.219 -

A summary invoice is previded is hard-copy form: supponting documentatioa is provided via a
magnetic Consolidated Billing and Crediting Sysem (CB&C) tape for reporting affiliate
wransactions and interfacing with [BT's compuser systems. 20

Those individuals performing Part 64 ssparatioas are AOC empioyess, ceatralized (oot
consolidated) at AS] headquarters, who separataly perform work for the AOC organizations.
Those individuals performing Part 69 separatioas are located within each operating company.
but have declined from approximessly 170 in 1984 © 30 in early 1993.3! Whea ASI project
codes are assigned, the FOC reguiatory stasss (reguissed. nonreguisted or shared) is determuned.
Based upon functional asseunting codes. iaciudiag uss of project lins codes (PLC) aad job
function codes (JI'C) assigned by ASI 0 3 werk prefilesbill line/project code qombination, BT
assigns Pan 32 account cedes and performs Part 64/69 ssparations®® Oaly thoss project codes
with similar regulatory sumus ase rolled up % 2 particular bill line, therefore, the reguiatory
status has aiready besn desersmined whea affilissed transactions are transferred to [BT. 23 The
cost allocation methodologies in use for separation berween regulated and unreguiated costs are
m:eaiuzm_‘mu.n-
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Exhibit [V-10
ASI Affiliate Billing Overview
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Exhibit [V.11
Methodologies for Separation Between Regulated and Nonregulated Costs
Cost Pools Appertcament Basis Comt Definition
Reguiajed Duecty Assigned Dwrectly Assignadie
*‘omzum-_g. Duecily Assigned Directly As-ignadie
Shared. . Gensral Allosssar Uastneuanie
Shared. Na-i Neswerk Towl Coss Indirectly Acnioutable
= (Accounts 22XX. 23X 24XX. 62XX. 63XX. 64 XX, )
. 65XK). g > -

Shared- Markeelilg j lndiwactly Aznbutabie
= ( i1, 13
Shared-Otheee 3 I Pl Uneawibutable

LA = iy g
Thcmpobgmﬂymdeﬂudbymﬁmoulmmmofmjm
or both.

Perform RIM Loading sad Analyses .-

S-WS—40006  ExGure that RIM is populated 10 accurasely reflact the cests and allocarions
M»m&mln.

mm;m-q“dwmwubyumm
evaluate the flow of ASI mmnm.dup-ﬁaumof
changes or veristions of Impact Mode! (RIM), creamad i
Mmﬁ!:d.hﬂ““n costs, accounting classification. and
allocation data from ASL. RIM provides the ability to adjust all ASI charges aad all allocation
factors so that the final impact of thess adjustments can be predictad at the IBT intrastate level.

The Nature of ASI Charges

All AS] expsnses are firmt ascumuiased by respoasibility csnser (RC) aad then sumemed to
project, bill line, sad work profils sumbers. As of January 1992, using this new approach ASI
revised its appreach of managing servicss provided to each of the five AOCs. Priar to 1992,
AS] summed bifling dasa t0 work casegories and work programs. Ths coasuitant amsmpted to
use the combination of bill lines and work profiles for both (991 and 1992 as the basis for
further evaluation and tracking of charges to [(BT. However, dus 10 ths complex aature of AS['s
accounting system and to the changes made in January 1992, two ssparats data arvays were
created using 1991 work category/work program and 1992 work profile/bill line data.

lellxmm¢m1mmmdmmmwoﬁ
profiles. Each work profile can consist of muktiple bill lines. but the same bill line number
cannot be used for muitiple work profiles. The bill line number provides iaformation
ndenufvmg the jurisdiction(s) for which the work is being performed. For exampie. bill lines

a6
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beginning with the alpha character "A” are charged to mulupie AQCs using the TOE/TPIS
generai allocator: Bill lines beginmung witn tne aipna cnaracter "L are for [llinois-related wor
anc are cnarged 100% to Ulinows. Finally. each bull line can only have one specific funcuon/field
reporting code (FC/FRC) under which the work is being performed. Because FCFRCs are the
basis for [BT assigning FCC Part 32 Account Classification numbers (A/Cs). expenses
associated with each bill line cannot be split 1nto more tan one Part 32 A/C.22

Finally. AS] prepares and transmits monthly professional services bills to [BT and the other
Amentech enuues. These bills are summarized by BT to Part 32 A/C. [BT then uses the Pant
32 A/C to further deterrune FCC Part 64 regulated versus non-regulated costs, and FCC Part 36
interstate/intrastate separauons.

Reguiatory Impact Model Description
The two primary functions of RIM are:

¢ Towwupﬂmdnmmfcmm“cwby
ASI to [BT throughout the remainder of the cont allocstion process

®  To enabie the model user to adjust the expease charges, as well as the cost allocation”
methodologies. so that the impact of each expense charge can be determined at the
[linois intrastase level | -

The consultant obtained either hard-copy or electronic versions of AST's moathly work
profile/bill line (CATS 1160 and 1170 reports). The CATS 1160 report provides total AST
expense information and identifies how toml expenses are allocated t0 each AOC. The CATS
1170 report ideatifies [BT specific expeases and provides the FC/FRCs necessary (0 determine
Pant 32 A/Cs. Further, becanss CATS 1160 information was uasvailsbie electronically, the
consultant was unsbie to uss RIM for asalyzing wtal ASI expenses (due to the exwmasive data
involved) and how thess expsnsss are allocassd w0 [BT. The conssitant manuaily investigated
mmmntwmﬂmmmmmm

- discussed in the 7ransacrion Testing section in this chapesr.

Similarly, it is important to realiss that due to the complexity of the accounting procssses, RIM
does not and could et precisely duplicase each swp of IBT's accounting process. For exampie.
the consuitant did not anempt to replicate Part 64 and Part 36 accounting processes because:

o wa«mmmmm-mﬁaam«mwi

development tims
. Dmmmmnmhdhmanmm
unrealistic amount of continual model maintenance wouild have besn necessary

As part of the m:wgmmmmum«msmu
rules on ASI charges and repiicased their impect withia RIM. By weading and averaging across
the 12-month test period (using [BT filings), the consuitant was abie t0 ensure that Pant 64 and

36 fmmnwmlumcmmaadymmmmwm
&7
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lnitial Treatment of ASI Test Period Data

The omginal 1991 data consisted of over 2.000 expense records provided by month. by work
program. and by bill Lhine. The consuitant summanzed the detaiied expense records (o obtain
sub-category and buil line totals for the 1991 poruon of the test penod. Thus resulted 1n a finai
arrav of over 600 expense records.

The onginal 1992 data included over 14.000 actual expease records provided by month. by work
profile. and by bill line. The consultant summanzasd the detailed expease records (o obtain
profile and bill line totals for the 1992 poruoa of the test penod. This resulted in a final array of

over 1,000 expense records.
Part 64 Determinations

Once Part 32 A/C numbers were added. RIM determined the regulated-versus-noareguiated
portioas under FCC Part 64. For the wst period. RIM assigned regulated portions according to
actual 1991 and wended 1992 percsatages for each of the Part 32 A/Cs. The mode! users can
override the percentages provided by RIM in order to perform “what if” analyses or 0 reflest
potential changes in the regulated portions of thoss AS] expenses that have beea charged to [BT.

. Part 36 Separations )

Omnmmmammnmmmum versus-
intrastate separations under FCC Part 36. For 1991 acmal charges. RIM separatad Part 36
interstate portions according to the actual 1991 and wended 1992 parcentages for each of the
major Part 32 A/Cs. Intramase portions of the expsasss wess caiculased by subtracting the
interstate portion from the remaining FCC reguisad costs. The model users can override the
interstate percentages provided by RIM in order 10 perform “what if” analyses or to reflect
potential changes in the imerstate portioas of [BT's FCC reguiated expensas.

State Income Statement Line ity Semmary -

RIM then summarizes the reguiated, intrastass porden of all AS! professional services charges
up to the incoms stassment lins item level. This facilitasss dessrmination of an uitimate impact
of 2 work profile/bill lins oa utility expensss and investment, and subsequeatly, its impact on

IBT's rates.

Findings and Caldman

beoﬂmgndnﬁﬂummndmmwﬁmkms-wsm
S-WS-4000S, or S-WS-40006 included in the Value and Cast Assessment - RIM Development

section of this chapter.
IV-F4l

The hierarchy designated by ASI stockhoiders' agresment for assigning costs when work 15
being performed for more than one stockholder specifies:1

23
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As set forth 1n Exrubit A of the stockholders agreement (This reference is (o in»
TOEATPIS general allocator |

Based on such stockhoider s usage of such work
Based upon a direct charge for such work

—

[ ]

(WY}

Ttus order relies heavily upon unacuributabie cost apporuonment via a general allocator. rather
than direct or indirect anbuton of Costs using cost causauve drivers. Although some of ASI's
"directly assigned” costs are based upon direct charges (0 a work profile/ill line/project
combination. extensive use of the TOE/TPIS general allocator occurs. [n fact. the TOE/TPIS
ailocator is the only allocator used for direct expenses: no cost causative allocators are used for
allocanung ASI wages. benefits. employee-incurred expenses. and outside vendor expenses. when
multiple AOCs are invoived. Although generally weil-defined and consistently applied. the
direct billing and allocation methodologzes are not founded upon what are generally considered
reasonable and fair factors and bases.

Included in Exhibir IV-12% are the 1992 weighted Ameritech allocation factors based upon
various company participstion combinations.™® The use of the TOE/TPIS general allocator
favors [linois razspayers and has besa used sincs AST was initially creassd. These 1992 factors
are derived from a simpils averags of Towl Operating Expenss and Total Plant in Service for the
period of July, 1990 to June, 1991. In most situations, the weighted Amerissch allocation factor -
for five participating AOCs is used. in which the [BT portica of thess costs was 30.03% in 1992 _
and 30.32% in 1991. The weightsd Ameritech allocation factors are reviewed and revised
annually 3!

Am'mdmmmm—mmﬂmmmﬁm
residential oaly) and employess — ia Eghibit /V-13 reveals that [llincis rasspeyers would be
charged 2 greater percentage of ASI costs if used in place of the TOR/TPIS allocator.

IV.F52

Both positive and exceptioa tims reporting are ussd by ASI empioyess, based upon data
gathered from the ATIME and MITRE syssms, respestively. Thoss empioyess prforming L'T-
related work geaerally do positive tims reperting, while ail other AS] employess generally do
exception time reporting. If used property, either tims reporting msthedology caa provide
accurate time reporting information and data: however, accurate resuits depead upoa the
diligence of the week foros in accurmely reporting time ou a timely basis. For exampie. the one
discrepancy found in the internal control cost testing was an empioyes who failed to submit ume
sheets (for excoption time reporting). 352 ]

Time reporting, however. is caly helpful if appropriste project codes (and the roll-up to work
profiles/bill lines) are set up. For example. based upon comments recsived during early
interviews. much of the work activity performed at ASI relatss 1o work profiles and projects
which are designed to bensfit all five AOCs. It was indicaed by soms of the interviswees that
employees performing exception time reporting oftes do not creae AOC-spacific project codes
to keep a minimal number of these project codes for ume repoctiag. Fwe:mpbc..:hquASI-
empioyees attending the referenced interview were not tracking their time t an [llinots-speciiic

29
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generai ASI ptulosophy s based upon a behief tnat all AOCs benefit. AS[ beheves that ;7 3 ,3:2-
=roject occurs. dunng whuch an ASI empiovee performs a surutar acuvity for a Zifferent AOC.

:axes :ess effort. Rather than vacking thewr ume (and expenses) duning the first project 10 a
sarticular AOC. then uying 10 compensate the first AOC “after-the-fact” when 2 second AOC
benefits from those experiences leamed dunng first AOC project. ASI empiovees mereiv spint

thewr ume among all five AOCs. [t is ASI's belief that "it all evens out 1n the end.” howeve:. wrus
really cannot be proven.:?

A
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30.03%

33.64%
37.62%
41.57%
33.66%

43.46%

13.26%

43.50%
4929%
58.27%
49.23%

%

5150%

5981%

73.69%

Indiens
10.79%

12.00%
1352%
15.04%

15429

1561%
1321%

8%

17.00%
AN 7, )

71.2%

MU

50.16%
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Exhibit IV-12
1992 Weighted Ameritech Allocation Factors

Michigan

21.28%
b1 ¥ 24
35439
1L
40.42%
40.93%
41.73%
41.79%
36.00%
©0.97%

555 &

T251%

Obie
20.18%
2.00%

A.14%
2.62%
. 8 )

U000
34.10%
NS
441%

3.12%

41.64%
S31%

a5.16%

Wisssasia Teal
10.72% 100.00%

100.00%
13.43% 100.00%
14.95% 100.00%
12029 100.00%
1532% 100.00%

18.11% '~ 100.00%
100.00%
r- N4 100.00%

1799%  10000%
2079%  100.00%

_100.00%
AS  100.00%

100.00%
100.00%
100.00%

100.00%
100.00%
21.49% 100.00%
100.00%
HUus 100.00%
26319 100.00%

o 2. B RRL s s e
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Exhibit [V-13
Alternative Allocation Factors

aw)

SR sccmss Lres Resicwrdds |
Qaw)

—— T CEAPE

B Access Lo (s rass }
|
{

ar NST ~MBY e ) wa?t
Factor T INST MSBT OST WBT
TOE/TPIS 30.01% 10.79% 28.28% 20.183% 10.72% 100.00%
Empioyees 3OS 10.00% 26.07% 20.56% 10.30% 100.00%
Access Lines LD 11,49 26.24% 19.85% 10.69% 100.00%
Access Lines (Businss Ouly) 37708 967% 2487% 17.77% 994% 100.00%

Access Lines (Rasidential Only) LIS 1057% 2623% 21.06% (1.04% 100.00%

Because some exception time reporting is still used. and sufficient AOC-spacific project codes
do nox exist for both positive and exception time reporting, the procedures for accumulating and
assigning cost are inspproprisaly applied: therefare, the actual costs for services (time and
expenses) performed by ASI to IBT cannot be specifically assessed or quantified. In fact,
improved time repocting could resuit in greater or iesser charges to [BT. Qc.udsmuon
inaccuracies. ineffective time reporting negatively 1mpacts a manager's ability 1o manage the

3
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desanment as efficientlv and effectivelyv as possible  T7us. in tum. could resuit in inefficien:
costs being incurred bv ASI. and these resuiting costs oeing subsidized at least parually by
Ullinots ratepayers. These comuments do not nesessamy suggest thal management reporting coes
a0t exsst witun ASI departments. rather thev indicate that much of the informauon couid be
more useful when augmented by information deveioped from improved ume reporung.

Any internal or extarnal reviews of AST's cost accumuistion. assignment. and allocauon
processes and compliance with policies for the years 1989-1992 were requested as part of ttus
study: three reports were provided by [BT and reviewed by the coasuitant.

The first was a 1989-1990 valuation of performanse and retisbility of CATS+ reporting
performed by the Amerisesh intarnal sudit funcuon. The scope of the review included a review
of systems securiry, documentation. aad major modifications mads to the systam since the last
internal audit performed. This review found (1) efforts 1o correct or improve professional .
services and Bellcore billing programs had besa compieted., and (2) effocts were still under way
to correct programs that proportion the materials management cost allocation for local -
purchasing, central purchasing, departnental staff, aad cost of capital. The required materials
management software medifications were scheduled for the first quaner of 1990 and performed
in the first half of 1990: the internal audit function expectad to perform a follow-up audit to
monitor testing. Although ail audits for 19491992 were requested., 80 follow-up audit results
were provided. 3¢ However, according to [BT management, follow-up audit procedures were
performed in May and June of 1990.233

The second report was 3 mid 1992 applicstion review of the Ameritech Data Processing Cosung
System (DPCS). The purpess of this review was 10 dewrmine whether information provided by
DPCS met the needs of management. and whether the metheds, procedures, and coatrols for
easuring accuracy and complessness of data processing costs (as incurred by ASI consolidated
data centers and charged back t0 users via DPCS) were appropriate. The significant resuits of
this review included: D% .
®  Naither AST ssr AOC management information needs were being addressed by
DIPCS — Neither organization has sufficient cont data 10 manage its part of the
businiess effectively but 3 new reporting vehicle was recommended.
¢  Dma interface balancing methods and procedures are inadequate — Automated
controls did set exist 10 adequately balance data from sysems fesding DPCS. only
manual revisw based upoa a random sampling of data is performed. The soluuon
was aaticipated by early 1993.
®  Monthly data syssems cost reconciliations are not performed 10 identify any project

under or over billings for adjustment in next billing cycle — Adjustments are being
done at the aggregate level and not the project level: therefore, the internal Juditors
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believed that appropniale costs may not be properiy allocated berween reguiatec 2nc
nofi-regulated cost pools. This pracuce was supposed to begin dased upon intema
audit report 1ssueg. =’

® Change control procedures are inconsistent — Effecuve mud 1992, ttus problem was
resolved.

® Project adjustmnents and data center idle capacity costs may not be accounted for in
accordance with Part 64 requurements — During 1991 aad 1992, idle capacity costs
were billed to the AOCs based on percentage ownership (33%), then aliocated
between reguiatad and non-regulated based upon percentage of regulated and non-
regulated computer investunent. The internal auditors believed, and the consultant
agrees, that this methodology may not reflect the trus relatioaship of regulated and
non-regulsted data sysiams costs billed by ASL. They recommended that idle
capacity costs be ailocated between reguisted and non-regulated based on the
reiationship of reguiated and non-reguiated AS] data systems costs to total AS] data
systams costs. 3¢
®  Respoasibility for the classification of expenses that are billed to AOCs is not
clearly defined. )
The third report was an early 1990 review pertaining to the processing of order writing, pending -
orders, and loop closure portion of RMDS in which 00 exceptioas were noted. 2
Recommendations

The following ideatifies any recommendations associssed with work steps S-WS-40004, S-WS-
40008, or S-WS-40006 inciuded in the Vaiue and Cost Assessment - RIM Developmen: section
of this chapeer.

IV-Re4 (Refer to0

oy

F -FS.) |

To impiement improved tims reporting, the consultant recommends that ASI management
establish a project tsam devomd to working with those ASI departments currently psrforming no
positive time reporting. The project wam should heip the departmssts develop 2 positive ume
reporting procsss and establish additional AOC-specific project codes. Increassd use of posiuve
time reporting —— 8 oppossd 10 having many ASI cmployess still relying oa exception ume
reporting — wenid impreve ths accuracy of time reporting. [n addition. the increased use of
AOC-specific project codes would allow ASI empioyess 0 mars properly reflect how they
spend their time. By modifying how its employess charge time. the chargs to [BT may change.
the amount of the charge may, in fact. increase. It will, however, be more defensible by (BT
The company's contentioa that “it all evens out in the end” may bs true, but the result cannot be
proven unless time reporting is improved. The company will be able to determine whether
“after-the-fact” adjustments are needed to fairly compensate each of the AOCs.

3%
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Based upon the scruuny frequenuy placed on affiliate relationstups and transacuons in the
reguiated uulity industry, the Amentech internal audit funcuon shouid deveiop a formal audi:
schedule that regularly and rouunety focuses in tus area. These reviews should not consist
solely of financial reviews, but should aiso inciude management and operauons reviews of those
acuvities performed at [BT and ASI involving affiliate relationships and transactions.

SAMPLE IDENTIFICATION
Identify Random Sample for Internal Controls

S-WS-40007 Seiect and sest a seatistical semple or series of samples 10 provide assurances

that procedures for accumulating and assigning costs and direct billing and
aliocation methodologies are actuaily followed.

The following describes the process followed (inciuding establishment of test objectives. .
popuiation definiticn. definition of the sampling unit and sample size, and the developmeat of -
the audit sampling techniques used) for testing AST's internal controls. -

Test Objectives and Population Definition

By testing the internal coatrols surrounding the AS] populatioa of billings to [BT, the consuitant
can determined whether insernal control systems exist and are appropriately operating (as
transactions occur, are procassed, and finally billed) w0 control accuracy and validity of data. If
internal congols exixt and are dessrmined to be functioning propecly, the coasuitant has
additional assurance that the populstion to be tasted is accurme and valid. Coaversely, to the
extent that internal conwrols do act exist or are ot functioning properly, the coasultant has oo
additional assurance that the dam is accurets or valid. If comrols are found to be functioning. a
smaller target sampie can bs used 10 conciude (on the popuistion as 3 whols) during target
testing. If controls are not functioning, a iarger target sampie needs to be takea to conciude on
the target tasting.

To begin the tasting prossss, the components of ASI billings wers ideatified and separated into
discrete populations based oa 2 summary report that accumuiated the ASI billing information
and data at the AST level. Zxhibis V.14 lists the types of billing information sampied. the report
that summarizes the data, and the percentage of the eatire ASI popuiatioa (based upon July.

1992 revenues) it represents:

oo ’4
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Exhibit ['V.14
Type of Billing Information Sampied
% of

Billiag iaformation Report Pepulaticn
Professionsl Services CATS 1160 9%
Procurement - Stock oaly RMDS 1%
Belicore CATS 9220 10%

100%

Because conduit billings do not flow through AST's income statement (revenues and expenses).
they are not shown above as a percentage of July ASI revenues. To indicate conduit billings'
relstuve size, however, total July AST conduit billings as a percentage of total ASI reveaues
would be 1.5%.24

Noa-stock billings were 00t considered 2 part of the audic's testing because 000-stock maserial
itemns are purchased oa behaif of IBT stricdy oa a flow-through basis. - No loadings are included .
in costs passed through from ASI to [BT. -

The ASI internal controls wsting, therefore, revolves around four ASI populstioas (professional
services. stock materials, Bellcore. and conduit billings).

Sampling Unit and Sample Size

The sampling unit for inernal controls testing is an item choses randomly from the population
being tested. The aumber of sampling units required for the coasultant to conciude oa the
effectiveness of internal controls is determined based on the consultant’s consideration of the
coafidence interval (or the risk of incorrect acceptance) and the coasuitant’s assessment of
tolerable and expected error. Thess factors are isput into standard American Instituse of
Certified Public Accountanss (AJCPA) sampling tables to determine the sppropriase sample size.
Using 2 tolerable esror of 10%, an expectad errer of 1%, and 3 confidence inserval of 95%. it
was determined that a sampie of 37 issms (from each popuiation) aseded to be tested with one or
fewer errors resuiting to concinds thet internal controls are functioning properly. The slighty
more conservative stance (as compared to other tests performed during this audic) of 1%
expected errors was taken for ASI sampling due to the complexity aad sizs of AST's population.
The sampling perforined in other focused audit areas used 0% expecisd esrors because the
consuitant working in those areas detsrmined that percentage to be appropraite for that particular
population. The coasuitant reviewing ASL however, expectod a slightly higher degres of error.
When errors are expectad. 2 larger sample needs to be tested to conciude on a population from
sample results. If an environmest with 2aro errors is expected by a coasuitant, fewer items need
to be tested to make a conciusion on a population. as determined by using AICPA sampling
tables. If a consultant believes a population to be fraught with error, s/he will increase the
tesung sampie size. The particular error rate empioyed is determined by a consultant using
judgment. based on popuiation size. complexity, variability, and sty other item the consuitant
believes may affect the population. 3
.. S
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[f zero percent expected errors for ASI had been assumez. :ne AICPA sampling tabies wouic
have deterrmuned 2 sampie size of 30 1tems. The 37 sampte items 1except for condunt billing:.
nowever. were selected randomly from each population. Due to the small poputauon size of tne
conautt oillings. | % of the items were seiected randomiy

Audit Sampling Technique Used

The sampling methodology generally used (except for conduit billing) was a dual-purpose
methodology called probability-proporuonal-to-size (PPS) sampling. PPS sampling 15 a hybnd
approach berween auribute and variable sampling, which uses atmbute sampling theory to
express a conclusion in dollar amounts rather than as a rate of occurrence.?*! Dollar amount
exceptions were not calculated at the conclusion of the internal controis testing: rather, the
conclusions reached were based upoa 3 detsrmination of whether the internal controis were
functioning appropristely. PPS sampling. however, was still 2 valid random methodology for
choosing a sampile. PPS sampling is also used for target testing, which sllows for a daller
exception amount to be calesiated &t the conclusion of those testing procedures. Using the same
methodology in both imernal controls testing and target testing heips maintain some coasistency
between tests. To select the sampie using PPS sampling, the consuitast caiculaces the absolum-
popuiation dollar amoust and divides it by the sampls size 0 obtain the PPS skip inserval. The-
sampie items are sslectad by surting at 2 random dollar point berwesa cne and the skip intsrval,
From the random start. individual dollar amounts of items in the population are added together
until the skip interval is excesded. The item that pushes the cumuiative total over the skip
interval is thea seiectad as 2 sampie item.

Before cost testing began, 2 cost testing checklist was complied. usiag the consultant’s team
knowiedge of appropriase procedures and AST’s general accounting instructions and accounting
specific to transaction type. Thoss issues specific 1 transactioa type were further brokea down
as follows:

Time reporting/payroll/expense vouchers
Outside vendor expenses

i
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A samoe of 37 was selectag from each of the ASI populations (except conduit billing), as
cresiousiv described. A test montn was generatec t random and that moatn (July. 1992) was
used for :aternal conuols tesung. [t was detertruned through discussions with vanous AS]
managers wtat internal conuois had not changed significanuy dunng the test penod (September
. 1991 to August 30. 1992). so — by tesung one moath in detail — the consultant was abie to
detertrune whether controls were funcuoning properly. The tesung differed slighy between
vanous AS] popuiauon segments as described beiow.

Selections were made from the CATS 1160 repert (professional services) to test the disposiuon

of ASI transacuons (including services performed for both stockhoiders and non-stockhoiders),
not just [(BT-related transactions. In this way, trmsactions that shouid have impacted [BT, but
did not, would aiso have a chance of being selected. This differs from target testing. where ail
selections were made from ASTs billings to IBT oaly. Each lins of an ASI bill generally reflects
a work profilesbill line combination and is supponed by many transactions. In a few cases, lines
are further broksn down by reguistory status. Our insrnal controls test was constructed to test
ooe piece of supporting documentatioa for each sampliag unit. Through 2 series of repons, the
activity that rolied up into sach werk profiietill lins combination was detsrmined by account.
The coasuitant perfromed 3 further bresikdown of that account activity into transaction detail. -
From that breskdown, oas specific Tansaction was randomly chossa (using & random aumber .
generator) from each account and the supporting documsntation reviewed. A work profiledill =
line consists of several componeats: direct expeases (disect charges and allocations via general
TOE/TPIS aliocator, as previously discussed), overheads (corporass overhesds. direct
administration expenses. and occupancy/chargebecks), cost of capital, and adjustments. Direct
expenses were tested by reviewing supporting documentation. Overheads were tasted by tying
the dollar figure to a supporting report and recaiculating the amount based on AS] formulas.
Cost of capital was also tested by recaiculating the amount based on AS] formulas. Some bill
lines had no adjusunents. while others had significant adjustments; therefore, adjustments were
audited as deemed necsssary in the consuitant's judgment.

The consuliant's review of supperting docomentation for disest expenses and adjustments
revealed only ons discrepancy. Besauss of ow usting assumptions, which allowed no more
than one discrepamcy, 0o further expansion of sample sias was performed. Overbeads and cost
of capital calculations were analytically reviswed with no significant variances.

mmwmmsmm)mmmmumm
AOCs. In performing this study, the consultant tested. in detail. 2 sampling of 37 items from an
ASI RMDS report: Through this testing, the consultant was able to test the transaction through
to shipment. but was uaable to verify the receipt of the goods by the purcheser (sither (BT or
another AOC) because the receipt documents were not kept at ASI but at various locations
throughout the Ameritech serritory. The consuitant noted whether the msthodology of shipment
(documented on the shipping manifest) appeared to be reasonsbie and usual. The consultant
msmwimumwmmamwmwmmmamv
basis and is responsible for resolving shipping discrepancies. mm‘wwmﬁ“
with the accuracy and timeliness of AS] delivenes: incorrect or short shipments were descnbed
as infrequent occurrences. The consultant also reviewed stock activity by moath for the
previdus five years, which revealed that there has been a sieady increase in the amount of

K Y |
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:nventorv shupments 1o ail of the AOCs. This increase appears reasonable due to AS's
sonuaued eff6f 10 centraiize the purcnasing and warsnousing funciions. The increase :n :o:a.
sniorents to BT and for all the AOCs increasec at a steady and relauvely consistent rate over
the tast five years (1987 o 1991).

Bellcore invoices ASI wiuch . wn turn. invoices (with no additional charges) [BT and the other
AOCs. The consuitant tested the ASI flow-through of Bellcore charges by selectung 37 items at
random (again using PPS sampiing) and tied these 1tems. without excepuon. to ASI's supporting
documentaton (the Bellcore bill received by ASD.

The conduit billing. although part of a work profile. is not 2 part of the professional services
billing, but is billed separately 1o [BT. No exceptions were found.

Identify Target Sample

s-ws-com Select a sample or series of samples (0 test transactions for appropriateness of
COSt. assignment costs, ﬁcﬂmmmmmawydumuu

vaiue of services provided. i

Test Objectives and Popuiation Definiticn

The objective of target testing is to determine the approprissensss of costs, assignment of costs.
and allocation methodologies employed., as well as valus of services provided. ASI professional
services, the largest and most complicased ASI popuistion, was chossa for target testing. The
target testing utilized the test period from Sepember 1, 1991 t© August 31, 1992, instead of 2
test month.

Sampling Unit and Semple Stxe

A twolerable error rass of 10%. an enpeciad esror rae of 2%, and 2 confidence interval of 95%.
determines a sampie sizs of 30. The 2% expeciad ervor rass is doubls ths expected error rate
used for the inwrnal controls weting. This more conservative ras was used diss (0 the
compiexity of the ASI popuistion and ths oas exception found during the inssrnal controls
testing. Therefoss, in this sissasion. target testing was based upos a sample of S0 items. The
sampling usit fer wrget testing was a work profile/bill line combination from the CATS 1170
report, otherwiss known as the IBT services bill, which inciudes charges to IBT oaly.

Audi Sampling Technique Used

mmmmm—mwmm-mdror
internal controls tasting aiso was used for target testing. This technique is described in detul :»
the internal controls wsting section. The cost testing checklist previously described in the
internal controls testing section of this chapter was also used for target testing.

“é
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Review Statistically Selected Sample of Transactions

Lsing tne cost tesung checkiist. the consultant audited the supporung documentation and
recoraing of transacuons. The consuitant reviewed the supporung documentauon for approvais.
appropniate documentation artached. and proper account codes noted on the documentauon. [t
snould be noted that AS] does not assign Part 32 account codes. instead AS] assigns function
codes set by [BT. Based on those funcuon codes. Part 32 accounting s determmuned once billing
1s received at [BT. The recordiag of the transacuon was reviewed for accuracy and
reasonableness in respect to nature of wransacuon. account code. and amount. Overall. the

consultant needed to determine the following:

® [f direct expenses were corroborated by supporting documentation
® [f overheads applied were reasonable 1n amount
® [fungible or intangible assets sold (from AS1 to [BT), if any, take place at the lower

of net book value or fair market value

ammmummmmwmmmmmswg
documentation appesred resscaable. Either a “Revisw” or 2 "Scan” auditing technique was used
duriag testing to decsrmnine the reasonablensss of the transaction, inciuding an assessment of the
appropriateness of the affiliase charged. For the most part, larger items tesied were reviewed -
rather than scanned. To review an item. the consuitant tasted in detail ose to three direct - -
charges in the work profile/bill line selectad for wsting by obtaining supporting documentation
and corroborating the amount charged. Overheads were reviewed for reascasbleness; if no
overheads were applied, the consultant reviewed the abssace of overhsads for reasonableness. [f
an asset was transferred or sold, the consuitant dewsrmined whether it had bees cocrectly
transferred or sold to [BT at ths lower of net book valus or fair markst value. Scanned items
usually inciuded smalier tast itemns for which a similar item was reviewed. Scanaing was limited
10 a quick review of the supporting documentation for oas or more direct chargss in a work
profile/bill line, the applied overhsads. and asset ransferisales (if agy). If errors were
discovered during a scan, the conseitant used judgment in dessrmining how to pursue the error
and the extent of further investigation.

The resuits of the review ar scan were noted on 2 summary workshest that lissed the 50 items
tested. The consuitant consiuded as 10 direct costs appropriataly supporied, overheads applied
reasonably and if applicable, asssts soid at correct vaiue. Then the consuitant made an overall
assessment as 10 the ascurscy, validity, and reasonablensss of the transaction by summarizing
the conclusions made for each component of the ransaction (direct expeases, overheads. and
asset sales. if any). If an exception of any kind was found during testing procedures, the
exception was also nowd on the summary shest. along with a recommendation by the consultant.
as well as the name. title, and departument of ASI persoane! who assisted the consultant in
determining the nature and extent of the error. The summary workshest was then used to
compile exceptions and, if appropriate, the exceptions were extrapoiated over the enure
population.
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TRANSACTION TESTING

Vaiue Testing

S-WS<0009  Determine the perceived value of the services provided by AS! with emphasts on |
the benefits that customers of regulated operanons will recetve. {

In perfortrung independent value testing of ASI work. each work profile/ill line that was
randomly seiected for cost testing was aiso included in the audit’s value tesung work. An
auditor was assigned to each work profile/ill line combiaation, in which related work
profile/bill line actrvities were reviewed through a series of interviews with AS] and (BT
personnel and a review of respoases to documsat requests. as a2 means for the coasultant to
assess the valus of services provided by AS] to [BT. The valus testing work was designed 1o
assess the perceived value of services provided by ASI 10 BT with emphasis on-the benefits that
[BT ratepayvers receive. The consuitant applied the following tests to each work profilesbill line
combinauon:

® s the service used and useflil for [ilvls resspayers? -~ The coasultant coaciuded,
that, in gensral, these work profilesill lined examined as part of value testing wock
provided besefit ©0 [lincis ras peyers. The activities relased 1o these work _
profilesill lines generaily reflectad work that was previously performed by [BT but

now was coasolidasd at ASL

® s there funcrional duplication between internal (IBT) and external providers (ASD
of the servics? — Based upoa the coasuitant's investigations aad analyses, no cases
of functional overiap of services were found.

¢ [s there evidenos of prudence in asaessmeant of the vaiue of the service? — The
extant to which stdies wers used by AS] and IBT in anslyzing the need for services
incorporasad ime the spreadshest analysis provided lassr in this section.
Furthermere, Finding /V-] was deveioped to address ths lack of formality in
cost/beosfit analysss regarding provision of ASI services o BT.

® Do reslived bengflss from providing the service equal or exceed anticipated
bengfles? — Dased upoa the consultant’s investigation and analysis for each work
peetile/ill lins combination tested. realized benefits compared favorably to
_ amticipesed benefits. specificaily the consuitant concluded that anticipated benefits a
least equaled expected benefits.
The value testing spreadshest analysis described in this section is insended to suppiemeat and
standardize the consultant’s professional experieace and judgment in conducting the study. Lt is
not intended and has not been used as a substitute for that experience and judgmeat. Rather. tne
following text presents the sysiematic procedure used t0 summarize the consultant's findings.
and concisely states the reasons for and the results of the disallowancs of partcular expense
items, while rendering the compansoas of results amoag affiliates clearer and easier to

understand.
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[n aczordance witl vaiue and cost (esting Jrocegures oreviousiv described. the consulian:
acoiieg cne sampling tesnnique preccrioed in e AICPA s puousne guige for audit sampling
‘ne propaotiiny Proporionai 1o size inethod. The procecure enabies the consultant 1o determyne
in overail expense allowance rauo pased on the resuits of sampling individual items. The
consuitant can then apply this expense allowance rauo to the total expenses ciumed by the
affiliate to detertrune the total allowable expense for that affiliate.

The consultant's approach incorporated within the spreadsheet applies several.types of tests 10
the value and cost of services for each of the expense items in the sample. If any of these tests
fail. pan or all of the affilise’s expense item is disallowed. Each test provides an evaluauon —
in terms of value, costs. or comparison of value and costs — of the service or product that
generated the expense itsm. At the ead of tasting, the minimum value that emerges from the
sequence of tests is assigned as the allowabie cost. The allowable cost ratios are then rolied up
to the expense allowance ratio that is appiied to the total expenses of a panicular affiliate.

Wage Comparison Indexes

An excellent proxy for IBT's cont of providing the servics relative 1 the affiliate’s cost is the .
reiative wage rass for empioyess engaged ia similer worl: that is. the ratie of IBT's wage index

10 3 similar index for an affilisss. In the consuitant’s cost testing, this wags rass is applied to the ~
affiliate's cost when there is no documesntation of prospective or realized cost reduction. - -

Cream Skimming

An incentive notsd in the reguissory lissrasere that must be guarded against is cream skimvming
the work force of the operating company by or on behalf of the unreguised pant of the company.
This practice may ariss whea ths affiliss sagages in unreguiased as well as reguiated business.
such as new ventures. Cronm skimmming consists of hiring ths best empioyees of the reguiated
operating compeny to eagags ia establishing or staffiag new veatres. The employees gain
valuable knowiedge and shills through their experisnce in weorking for the teloo — knowiedge
and skills which maie the empioyess more produstive. This taining, acquired at ratepayer
expense, is then transferred to the unseguiend affifiass. Ths affiliess obtains 2 valuable,
experienced empioyes 10 work in its unreguiated ventures. Thes wico, conversely, must replace
that employes and bear the cont of his or her ansinment of valushie knowisdge and skills
through work experisncs cuss agaia. The argument that the employess hised to the affiliate are
more productive mmst thus be discounted 38 cream skinuniag, uaiess there is 2 study showing
that some aspect of the sew work exvironmant accounts for the higher productivity. In such a
case. however, the higher productiviry is a function of advanced capital or organizational
practices. and would not. int a compersve siuation. be captured in the worksrs' wages.
Therefoce. in the absence of cream skimming. no wage differential should exist between (BT
and its affiliates that is not justified by higher costs of living.

Incentives for raiding the regulated company’s work force exist in 3 mixed eavironment where

regulated and unreguiated business are pursued by the same pareat entity. It is aot malevolence.
but rather good business practics — from the perspective of the shareholders of the company —
that leads to this practice. A major task in the audit of affiliate relations. therefore. should be o
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ensure that these practices do Ot 0cZur. or 1o disaliow tne added ratepaver costs when thes -

oczur
Value Testing Spreadsheet Analysis

The foliowing text sketches a sequence of steps used to deterrmune whether ASI's services
provided to [BT are appropniate in terms of value and cost. The first three tests. Steps |
through 3. require yes or no answers. The consultant goes directly to the disallowance stage if
the item fails any one of these steps.

Step | Determine whether service is allocabie to regulated business under Part 64 of CFR
(Code of Federal Regulations). If so, enter | in column 1.

Step2 Determine whether the services are customarily provided to similar telcos. That s,
is the service useful? If so, enter | in column 2.

Step3 Determine whether there is fincrional duplicarion of services between those
ided insernally by [BT and those services provided by its affiliates. If there is
no functional dupiication, eatsr | in columa 3. .

Huaonmumnwnu(umlmum”mmé_
each test), the item expense is powsntiaily allocable to [BT. If any one of the tests is failed (the
aumber | is not eatsred by the consuitant for all tests), the total item expense is disallowed.

The approach to value testing following application of the first thres tests coasists of testing for
studies that have besa carried out 1o determine ths valus of the service. This test falls under the
"prudence” objective. If thare are no stadies relevant 10 establishing the need for the service
(Step 4.), or the quantity of service 10 be provided (Siep 5), the value of the service is set to the
cost of providing the service at [BT, based on wage differentials.

The use of estimated [BT costs as a defauit value is sppropriae for two reasons. First. most of
the services transferred to Amarisech Corporase and AS] in and sincs 1990 were formerly
provided by [BT ornot at alf. Sesend. IBT is therefore a demonstrably qualified provider of the
services. The mere fact of centralization doss noc establish 3 presumption that economies are
achieved. Thare have besa fow smdies that establish powatial economiss from the
reorganization. Also. there has not been any studies that have estimated savings after the fact.
Conversely, thare is evidence, based oo wage histories of transferred empioyees, that labor costs
are higher a2 Amaritech Corporate and ASI than t [BT.

Step4 Determine whether studies 10 ascertain the nesd for the servicss have besn
performed, preferably studies conducied by a third party (oot an affiliaes). Such
studies are evidence of prudence in value assessment exarcised on behalf of
ratepayers. If 3 study asserting the nesd for the service has been conducted by 2
third pasty (aeither BT nor an affilisse), enter | in column 4A. If 2 study asserung
the need for the service has been conducted by IBT or an affiliss, enser | in column
4B. If no study has been performed. the allowable expense will be the (BT cost

_ | #2



